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National Tax Issues 


“We must pay more,” says the Secretary of the Treasury, meaning more taxes than those for 1943 

already laid by law. What about the pay-as-you-go plan, compulsory savings, and the effective use of 

taxation in the “battle against inflation?” This week’s SERVICE supplements that of September 27,1941, 
on “Ethical Issues in Federal Taxation.” 


The 1943 Taxes 


As a basis for the analysis of issues arising out of the 
distribution of the tax burden the salient features of the 
new tax law are first reviewed. 


The normal tax on individuals is increased from four 
per cent on 1941 income, payable in 1942, to six per cent 
on 1942 income, payable in 1943. The surtax payable in 
1943 on 1942 income of individuals will be levied at the 
rate of 13 per cent on the first dollar taxable, up to $2,000, 
and is graduated upward to 82 per cent on amounts of 
over $200,000. The maximum tax levied on any person 
may not exceed 90 per cent of the net income. In 1942 
the surtax rates payable on 1941 income ranged from six 
per cent of the first dollar taxable upward to 77 per cent 
on incomes of over $5,000,000. 


Exemptions are reduced to the lowest limits ever 
reached, $500 in the case of a single person, and $1,200 
for a head of a family. The credit for dependents, mainly 
persons under 18 years of age, is reduced to $350, from 
the $400 figure in effect for many years. Members of the 
armed forces below the grade of commissioned officer 
are granted an additional exemption of $250 if single, and 
$300 if married or head of a family. For the first time, a 
deduction may be made for medical expenses paid in 
excess of five per cent of the net income, but not more 
than $2,500 for a family, or $1,250 for a single person. 

Beginning January 1, 1943, individuals will also pay, 
in addition to the above, a “Victory Tax” of five per cent 
on all amounts received in 1943 over $624 a year, with a 
postwar credit of 40 per cent of the tax paid by a head 
of a family, and 25 per cent by a single person, but in no 
case more than $500 for a single person and $1,000 for a 
head of a family. (For each dependent there is an addi- 
tional allowance of two per cent, or $100, whichever is 
less.) Those receiving salaries and wages regularly will 
have this tax deducted by their employers, who become 
tesponsible for its collection. A final accounting of the 
“Victory Tax” on total income for 1943 will be made by 
individuals when they make their returns on March 15, 
1944. On that date, too, an “advance credit” may be taken 
against the postwar credit for certain expenditures made 
in 1943, up to 40 per cent of the amount of the Victory 


Tax paid by a head of a family, and 25 per cent by a 
single person. Three types of expenditures are recognized 
in the computation of this advance credit: payments of 
life insurance, of government bonds and of personal debts. 
Persons making such expenditures up to the percentages 
of the Victory Tax indicated will receive the credit at 
once, and no postwar credit. Persons who cannot claim 
advance credits for such expenditures will receive the 
credits after the war. Those making the expenditures in 
1943 for lower percentages of the amount of the Victory 
Tax than those indicated above, will receive an advance 
credit for the amounts paid, and the balance in the form 
of a postwar credit. 

A tax payer whose gross income is not more than 
$3,000, and consists only of salaries, wages, annuities, in- 
terest or dividends, may elect to compute his tax on a 
short, simplified form, which allows arbitrary deductions. 
He may also, if he wishes, compute his tax on both the 
regular and simplified forms and pay the lower amount. 

A few illustrations will show the “tax burden” of 1943, 
compared with that of 1942: 

A single person with a net income before personal ex- 
emption of $2,000, who paid a federal tax of $117 in 
1942, will pay $353 in 1943. After making the full al- 
lowance possible for the postwar credit against the Vic- 
tory Tax, the net payment would be $333. 

A single person with a net income before personal ex- 
emption of $5,000, who paid $483 in 1942, will pay $1,167 
in 1943, from which the maximum postwar credit is $62, 
making a net of $1,105. 

A single person with a net income before personal ex- 
emption of $25,000, who paid $7,224 in 1942, will pay 
$10,983 in 1943, with a maximum postwar rebate of 
$339, making a net of $10,644. 

A single person with a net income before personal 
exemption of $50,000, who paid $20,882 in 1942, will 
pay $28,558 in 1943, with a postwar credit of $500, mak- 
ing the net $28,058. 

A head of a family having two dependents and a net 
income before personal exemption of $2,000, who paid no 
federal income tax in 1942, will pay $93 in 1943, against 
which the maximum postwar credit is $35, making a net 
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A head of a family having two dependents and a net 
income before personal exemption of $5,000, who paid 
$271 in 1942, will pay $838 in 1943, with a maximum 
postwar credit of $108, making a net of $730. 

A head of a family with two dependents and a net in- 
come before personal exemption of $25,000, who paid 
$6,480 in 1942, will pay $10,171 in 1943, with a maxi- 
mum postwar credit of $597, and a net of $9,574. 

A head of a family with two dependents and a net in- 
come before personal exemption of $50,000, who paid 
$19,967 in 1942, will pay $27,592 in 1943, with a maxi- 
mum postwar credit of $1,200, making a net of $26,392. 

The income taxes on the earnings of corporations in 
1942, payable in 1943, are levied at the rate of 24 per 
cent on amounts of $50,000 and over, plus a surtax of 
16 per cent. (Smaller corporations pay somewhat lower 
taxes, graduated at varying rates.) The rate of the ex- 
cess profits tax is 90 per cent, with a postwar rebate of 
ten per cent. Excess profits are calculated, with the 
years 1936-39 as the base, by either the “invested capital 
method” or by computing average earnings. In 1942 the 
excess profits rates varied from 35 to 60 per cent on 
1941 income. There is a flat exemption of $5,000 of 
excess profits for all corporations. A corporation’s total 
federal taxes are limited to 80 per cent of its net income. 

The numerous excise taxes, in most instances passed 
on to consumers, were levied as follows, effective Nov. 1, 
1942: 

The rate on distilled spirits was increased from $4 to 
$6 a gallon, that on beer from $6 to $7 a barrel. That 
on wines has been graduated according to alcoholic con- 
tent and now ranges from 10 cents per gallon on a still 
wine with 14 per cent alcohol up to $1 per gallon on 
those with the higher alcoholic content. Charges for lo- 
cal telephone service now bear a levy of 10 per cent, in- 
stead of 6 per cent. Toll charges of over 24 cents are 
taxed at the rate of 20 per cent. The tax on rail and bus 
tickets is increased from five to ten per cent. A new tax 
of three per cent on railroad freight charges is imposed, 
except those on coal, which is four cents a short ton. On 
coin operated gambling devices the tax was increased 
from $50 to $100. A tax of five per cent is imposed on 
all charges of cabarets. 

The Revenue Act made no changes in the federal es- 
tate taxes, which range from three per cent on the first 
$5,000 taxable to 77 per cent of net taxable estates of over 
$50,000,000, and states receive credits graduated up to 
16 per cent of the levy. The federal government con- 
tinues to leave the taxation of small estates to the states. 
In 1942, the federal exemption from the estate tax was 
raised from $40,000 to $60,000, but a previous exemp- 
tion of $40,000 from proceeds of an insurance policy pay- 
able to beneficiaries other than the executor has been 
eliminated. 

Congress took one other very important action. It 
“froze,” for 1943, the social security payroll tax for old 
age and survivors’ insurance at one per cent of the first 
$3,000 of wages or salary on both employer and employe. 
The Social Security Act, as amended, provided for a 
doubling of the rate beginning January 1, 1943. It is 
expected that Congress will give attention during 1943 
to a thorough revision of the social security system, and 
will consider both an extension of the coverage to new 
groups and increases in rates and benefits. 


Elements in the Current Situation 
It is estimated that some 44,000,000 persons will be 


required to file a return of 1942 income on March 15 
1943. Not all of these will be required to pay a tax 
Probably around 30,000,000 persons, however, will on 
December 31, 1942, owe the federal government som 
$8,000,000,000 which most of them will be paying in 
quarterly instalments ending December 15, 1943, by which 
time they will again be in debt to the federal gover. 
ment for a very large amount, payable in 1944, 

The national income, meaning the total income of all 
the people, is steadily increasing, and will reach the un. 
precedented level of about $116,000,000,000 for the calen. 
dar year 1942, the Department of Commerce announced 
December 11. The Federal Reserve Board estimated on 
December 15 that by the middle of next year the total 
national income for the twelve months July 1, 1942-June 
30, 1943, would be $130,000,000,000. The Board also 
estimated that during this period the total amount of 
federal, state and local taxes would be equivalent to 24,5 
per cent of the national income, as compared with 389 
per cent in Great Britain and 39 per cent in Canada. 

And “who is getting” the major portion of the volume 
of the increased income? No precise answer can be 
given. Estimates indicate, however, that increases in 
both wages and salaries in manufacturing industries en- 
gaged in war production and in the incomes of many 
farm producers account for the chief gains. It seems 
likely that the great growth in the volume of income has 
accrued to those whose incomes in 1941 ranged from 
$1,500 to $3,000. Thus the large volume of new income 
and purchasing power seems to be spread over large 
numbers of people. In the manufacturing industries 
gains have, of course, come to many persons who were 
previously unemployed, to others in the form of wage 
increases and overtime pay. There have also been many 
complaints, particularly in labor union circles, about un- 
duly large bonuses and salary increases for management. 
Tax rates have been such that in this war no marked in- 
creases in total dividends to stockholders appear likely. 
Preliminary estimates indicate that in many industries 
dividend payments for 1942 will be less than in some 
previous years. 

All of which points to two other important considera- 
tions. First, taxation is a very important device in the 
battle against inflation, or an unduly high cost of living, 
and considerable thought is being given to the kind and 
degree of taxation that will reduce the pressure of the 
new purchasing power upon the constantly reduced sup- 
plies of goods available to the civilian population. Sec- 
ondly, there is the very:serious situation faced by persons 
with fixed incomes, especially those at low or moderate 
levels. Clerical workers in towns and cities, employes 
of local, state and federal governments, and professional 
people generally, face the prospect of drastic changes in 
living standards. These middle class people are having 
their relatively stable incomes very much reduced 
through both high prices for goods and services, and the 
unusual tax rates of 1942 and 1943. They are usually 
unheard from and unorganized. Yet among them there 
is much anxiety that in discussions of “tax justice” they 
may be generally forgotten, and steps may be taken 
which will result in severe penalties that may carry over 
beyond the war period. 

Against the background of this sketch of the tax situ- 
ation, we shall discuss a few of the current issues. 


Pay-As-You-Go? 
It is no secret that the Bureau of Internal Revenue 
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has, during the past two years, had great difficulty in ac- 
tually locating large numbers of tax payers in the low 
prackets of income. It has also had a monstrous task of 
dealing with the clever techniques of “avoidance” and 
“evasion” employed by some persons whose incomes be- 
long in the high brackets. And with the necessity of de- 
vising taxes to help head off inflation has come that of 
dealing with the problem of collecting the unusual taxes 
being levied on those who never paid federal income 
taxes, and who have no idea at all what they will have 
to pay on March 15, 1943. 

The plan receiving most attention for dealing with the 
problem of income tax debt was worked out by Beards- 
ley Ruml, treasurer of R. H. Macy & Co., New York, 
and chairman of the Federal Reserve Bank of New York. 
The expenses of disseminating information about the 
plan have been borne by R. H. Macy & Co. Mr. Ruml 
made an elementary explanation of his plan in a radio 
address broadcast over the Columbia network on August 
22, 1942, published in Talks, the periodical of the Co- 
lumbia Broadcasting System, for October. Mr. Ruml 
simply proposed that “we turn all our ‘tax clocks’ ahead 
one year.” We would go right on paying taxes, and the 
Treasury would go right on collecting revenues. But the 
income tax for one year would drop out of the calendar 
forever. And we would be free of income tax debt and 
ready to start on a pay-as-you-go basis. We might, for 
example, make a return on March 15, 1943, but it would 
be a tentative one, and we would pay taxes during 1943 
on our estimates of our income for that year. There 
would, of course, have to be year-end adjustments, up 
or down. But would not the Treasury lose a lot of 
money? It would, but the losses would come only as 
current taxpayers died, or lost their income entirely, and 
the losses would thus be spread out over 35 to 50 years. 
In an address delivered in Philadelphia on November 30 
before the American Academy of Political and Social 
Science, Mr. Ruml estimated that the average losses 
would be between $160,000,000 and $220,000,000. (On 
the present tax basis, the Treasury will receive in taxes 
in 1943 about twenty-five billion dollars.) 

Mr. Ruml’s revised plan, published on November 16, 
states that the problem of income tax debt can be met 
in either of two ways: First, we can “simply say that the 
taxes we are paying in 1942 are taxes on 1942 income, 
and thereby let 1941 drop out of the tax calendar for- 
ever, or . . . we can go on letting our present income 
taxes be taxes on 1941 income, but begin 1943 by paying 
on 1943, thereby dropping out 1942 instead of 1941.” 
In his address on November 30, Mr. Ruml stated that 
because of the passing of time, he favored dropping out 
1942 income. ‘Treasury officials also have stated that if 
the income of any one year is to be dropped from the 
tax program, it should be 1942. Mr. Ruml further con- 
tends, however, that members of the armed forces, and 
persons under federal civil service, should be permitted 
to choose whether to eliminate 1941 or 1942 income. 

One of the main points made by Treasury officials in 
opposing Mr. Ruml’s plan has been that it will result in 
“windfalls” for a few large tax payers. But the propo- 
nents of the Ruml plan counter by saying that one of the 
chief arguments in its favor is that all income groups 
would be thus affected and that large numbers of small 
tax payers would also receive welcome windfalls. Fur- 


ther, Mr. Ruml has proposed three steps for adjusting 
and moderating the effects of the windfalls of the large 
taxpayers. 


First, he would not cancel the income tax on 
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capital gains. “Capital gains are not like ordinary re- 
curring income,” and can properly be separated from the 
plan. Second, he would provide a “special death tax” 
in order to recover what might be considered windfall 
because of death of a taxpayer in 1942 or during another 
“appropriate transition period.” Third, in all cases where 
the annual income exceeds $10,000, or “other suitable 
amount,” he would allow the dropping of the average 
income for the years 1941, 1942 and 1943. 

Mr. Ruml states that he aims to secure the highest 
possible level of collections and the lowest possible pro- 
portion of defaults. He also says that his plan is most 
practical to link with the device of the withholding tax, 
a beginning of which has been made in the collection of 
the Victory Tax, previously described. 

Among voluntary agencies, including the churches, in- 
terest has been high in the plan. At the meetings of 
various interdenominational organizations held at Cleve- 
land December 5-11, a member of this Department’s staff 
informally interviewed a number of church officials and 
found those consulted uniformly in favor of the plan. 
They stated that in their opinion it would avoid numer- 
ous defaults and evasions, and the moral consequences 
of both, and also help to brighten the prospect of all or- 
ganizations whose services to the public depend upon 
voluntary contributions. 


Compulsory Savings—Or New Taxes? 

Randolph E. Paul, general counsel of the Treasury De- 
partment, and its chief spokesman on tax matters, out- 
lined various proposals for new taxes in an address be- 
fore the Cornell University Law School on December 11, 
1942. Mr. Paul recommended still higher income taxes, 
a substantial increase in the social security taxes, a com- 
pulsory savings tax and a spending tax. He opposed a 
general federal sales tax, saying: “I can imagine no 
more unfair way of distributing the economic cost of the 
war.” 

The Victory Tax of five per cent already described was 
the Congressional modification of a Treasury proposal 
for a spending tax, which was itself widely regarded as 
the Treasury’s answer to sales tax advocates. 

Mr. Paul’s address probably means that proposals for 
compulsory savings will be advocated by the Treasury 
before Congress early in 1943. Many have favored com- 
pulsory savings over the drives for voluntary subscrip- 
tions to the war bonds, particularly as a fair device for 
reaching the new large volume of income in the lower 
brackets and thus as an effective device for helping to 
prevent inflation. Many of those interested in the wel- 
fare of the white collar workers favor a system for ac- 
cumulating compulsory savings, that may be turned into 
cash at appropriate intervals after the war, over against 
any further increases in income tax rates. Indeed, there 
are those who believe that tax justice for professional 
and clerical workers requires the lowering of the 1943 
rates, and who would substitute a system of compulsory 
savings for a portion of the tax already laid, as one means 
of aiding, even preserving, the middle classes. It is 
widely believed that the tax levies of 1943 will imme- 
diately result in the abrogation of the voluntary savings 
programs of many professional and clerical workers, in- 
cluding perhaps their purchases of war bonds. 

Thus the issue of taxation vs. borrowing is closely re- 
lated to the foregoing. The Treasury will spend about 
80 billions in the calendar year 1943. _On the present 
tax basis, it will receive taxes of about 25 billions. Taxes 
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will thus pay for less than a third of the total national 
expenditures in 1943. Once it was hoped that taxes 
would amount to one half the cost. In wartime, govern- 
mental finance programs must not only raise the revenue 
to pay for the war costs—they must also help to control 
the cost of living of the citizens generally. To achieve 
these two aims, the government uses two methods: taxa- 
tion and borrowing. When the government borrows, it 
again has two choices; voluntary means, already used, 
and compulsory methods. Compulsory methods might 
take the form of delivering securities to those whose in- 
come and savings are taken, or that of a tax to be held 
as a credit to be returned in one way or another after the 
war. The problem is thus plainly that of arriving at the 
most satisfactory combination of these methods. 

Taxation is commonly regarded as the most satisfac- 
tory method of controlling inflation—if it actually results 
in “siphoning away” the excess purchasing power from 
those who have it. But there is now abundant evidence 
that the tax programs already enacted into law do not 
accomplish this result. There is much informed opinion 
that the current taxes leave many gir workers and 
even farm people with a light burden, and levy unduly 
upon the middle classes with their relatively fixed in- 
comes. 

But certain types of taxation are hard “to push politi- 

cally,” as the National League of Women Voters points 
out in an excellent statement on What’s Ahead in Taxes? 
from which we have drawn much of the two paragraphs 
above (Washington, $.75 per hundred). Borrowing is 
“an easier program to push politically.” But again, 
much depends upon the form of borrowing. The more 
satisfactory procedure, from the point of view of avoid- 
ing inflation, is to borrow from the “primary investor,” 
or the individual, rather than from the commercial banks, 
because in the hands of the latter the debt of the gov- 
ernment might itself become the basis for an undesirable 
expansion of credit. Thus, by a roundabout technical 
process, extensive governmental borrowing from banks 
might lead to one form of inflation. 
_ Many in Congress seem to feel that “the time may have 
come for a sales tax,” says the League of Women Voters, 
despite the generally recognized unfairness of this form 
of tax to the low income groups. 


Taxation of Non-Profit Agencies 


Neither the House Ways and Means Committee nor 
the Senate Finance Committee took any action in 1942 
on the three proposals made in March by Randolph FE. 
Paul with reference to non-profit agencies, as outlined in 
INFORMATION SERVICE for May 30, 1942. Mr. Paul had 
advocated that legislation be enacted as follows: One, 
to limit tax-free bequests to charity, education or religion 
to a specified percentage of an estate; two, to levy the 
inheritance tax upon transfers during lifetime, after age 
65, to any one beneficiary, above a specified percentage ; 
and, three, to tax the income derived from a trade or 
business owned or operated by an educational, religious 
or charitable corporation. No percentages for the first 
two proposals were specified by Treasury officials in 
their testimony before Congressional committees, but it 
is understood that Mr. Paul informally mentioned a 
ceiling of 50 per cent for tax-free bequests and transfers. 
Officers of Protestant and Catholic churches, and of 
many colleges, voiced general opposition to the recom- 
mendations. It is not known whether the Treasury will 
renew them in 1943 or not. B. Y. L. 


(Printed in U. S. A.) 


The Ceiling on Salaries 


Unusual public attention has been drawn to the ordg 
placing a ceiling of $25,000 on all income in the forg 
of “salary” of any individual per year, following the pagl 
sage of the “Act to Aid in Stabilizing the Cost of Living! 
signed on October 2. The order states that the terg 
salary means compensation for personal services, includ 
ing “bonuses, additional compensation, gifts, loans, com 
mission, fees, or any other remuneration in any form op 
medium whatsoever (excluding insurance and _pensiogi 
benefits in a reasonable amount).” The President indjj 
cated this month that he favors Congressional action 
place this ceiling on total income, including that from 
investments. On the other hand, there is informed oping 
ion to the effect that the terms of the order exceeded the 
authority delegated by the law, and also that the new 
Congress, far from heeding the President’s latest sugges# 
tion, would remove the ceiling from salaries. 


The basis of the order referring among other matterg 
to the salary ceiling, issued on October 27 by James Fy 
Byrnes, the director of economic stabilization, is the pass 
sage in the Act of October 2, as follows: “The Presis 
dent may . . . adjust wages or salaries to the extent that 
he finds necessary in any case to correct gross inequities 
and also aid in the effective prosecution of the war.” 


On October 29, John L. Sullivan, Assistant Secretary 
of the Treasury, stated at a press conference that the 
ceiling of $25,000 on income from salaries, etc., would 
permit the payment of a gross salary, before federal tax, 
of $67,200, and in certain cases, a larger amount. 


Director Byrnes’ order of October 27 specifically stated 
that allowance would be made with respect to contribut 
tions “customarily made to charitable, educational of 
other organizations,” if an individual’s income from all 
sources is insufficient for payment of these amounts. Ak 
lowances are also made to enable an individual to meet 
required payments on life insurance policies, on income 
taxes of prior years and on debts, provided “he is um 
able, without disposing of assets at a substantial financial 


loss resulting in undue hardship,” to meet such obliga 
tions. 


Among the numerous comments about the ceiling on] 
salaries, which chiefly affects the managers of industry, 
are the following: Pro: That the ceiling is a desirable 
move toward “equalization of sacrifice”; that it is ap- 
propriate during the war period; that it is only one of. 
the “levelers” of total war; that it is fair for management 
to share burdens to the extent required by the order. 
Con: That the ceiling introduces a social reform not in- 4 
tended by the lawmakers; that it has no practical anti- 
inflationary effect; that it retards initiative and dis- 
courages investment; that it will seriously impair the 
programs of voluntary agencies dependent upon gifts for 
their support; that it does not aid in the effective prose- | 
cution of the war. It is believed by some Washington 
observers that the salary ceiling was one of the bargain- 
ing points used by the Administration in order to secure 
the approval of organized labor for the wage stabilization 
program. The high interest of organized labor in the 
proposal is evidenced by an announcement made Decem- 
ber 14 by the Executive Board of the United Automo- 
bile Workers Union (C.I.O.) that if the Congress should 
abrogate the ceiling on salaries, the union “would no lon- 
ger consider its no-strike promise binding,” according to 
the newspaper P11, New York, December 14, 1942. 
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